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SUBJECT: Medi cal Expenses Deducti on/ Taxpayers 65 Years or O der

DEPARTMENT AMENDMENTS ACCEPTED. Amendments reflect suggestions of previous analysis of bill as
introduced/amended

X AMENDMENTS IMPACT REVENUE. A new revenue estimate is provided.

AMENDMENTS DID NOT RESOLVE THE DEPARTMENT’S CONCERNS stated in the previous analysis of hill as
introduced/amended

FURTHER AMENDMENTS NECESSARY .

DEPARTMENT POSITION CHANGED TO

REMAINDER OF PREVIOUS ANALY SIS OF BILL ASINTRODUCED/AMENDED STILL APPLIES.
X OTHER - See comments below.

SUWARY OF BILL

Under the Personal Inconme Tax Law (PITL), this bill would allow a deduction in
conmputi ng adjusted gross inconme (AG) equal to the cost paid or incurred for
nmedi cal expenses over $1,000 by a person aged 65 years or ol der.

SUWVARY OF AMENDMENT

The April 13, 2000, anendnment del eted a nonsubstantive, technical change to the
definition of "corporation” in the Revenue and Taxati on Code (R&TC) and added
the provision discussed in this anal ysis.

EFFECTI VE DATE

As a tax levy, this bill would be effective i medi ately upon enact nent and
specifies it would apply to taxable years begi nning on or after January 1, 2001.

SPECI FI C FI NDI NGS

Current state and federal |laws allow taxpayers a variety of deductions when
calculating their tax liability. For individual taxpayers, sone deductions are
specifically allowed as a deduction fromgross inconme in conmputing AM. To
determ ne taxabl e income, individual taxpayers reduce AG by deducting either the
applicabl e standard deduction or their item zed deducti ons.
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Current federal law, to which state |law conforns, specifically allows a deduction
for unreinbursed nedical care expenses as an item zed deduction, but only to the
extent that the expenses exceed 7.5% of the taxpayer's AG. "Medical care
expenses" are ampunts paid for the diagnosis, cure, nmtigation, treatnent or
preventi on of disease or for the purpose of affecting any structure or function
of the body; transportation cost of a trip primarily for and essential to nedical
care; and qualified long-termcare services or for medical insurance (including
prem uns paid under the Social Security Act). Lodging while away from honme for a
trip primarily for and essential to nedical care, capital expenditures for hone

i nprovenents and additions added primarily for nedical care (to the extent that
the cost of inprovenent exceeds any increase in the value of the property),
insulin, prescription drugs and nedici nes also may qualify as nedical care
expenses.

This bill would allow an unlimted deduction in conputing AG for 100% of the
costs exceedi ng $1, 000 paid or incurred for nedical expenses by a qualified
t axpayer

This bill would define:

"medi cal expenses” as those expenses all owed as deductions under the federa
I aw.

"qualified taxpayer" as a taxpayer who is aged 65 years or ol der
This bill would reduce the ambunt of the deduction by the anmount that the AG of
t he taxpayer exceeds $50,000 for an individual and $100,000 for nmarried persons
filing jointly.

This bill would specify that this deduction would be in lieu of any other
deduction or credit allowed for the sane expenses claimed for this deduction.

Pol i cy Consi deration

This bill would create a federal/state difference in conputing adjusted
gross income by allowing a state “above the line” deduction for nedica
expenses, while federal |aw would continue to treat costs for nedical care
as a "below the |ine" deduction.

| npl erent ati on Consi derati ons

Departnent staff has identified the follow ng concerns:

This bill provides a deduction in calculating AG; however, this bil

al so reduces the anmpunt of the deduction based on the anmpunt the AG
exceeds a limted amunt ($50,000 for single, $100,000 for nmarried filing
jointly). It is unclear whether the author intended the AG limtation
to be calculated with or without the deduction. Clarification is needed.

It is unclear when the taxpayer nust reach the age of 65 (i.e., by the
end of the tax year or when the return is filed). Specifying that the
taxpayer nust be 65 at the end of the tax year would be consistent with
ot her tax benefits allowed to senior citizens.
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Departnment staff is available to assist the author with these or other
i ssues pertaining to this bill

FI SCAL | MPACT

Departnental Costs

Wth the inplenentation considerations resolved, this bill should not
significantly inpact the departnent’s costs.

Tax Revenue Esti mate

Based on data and assunptions discussed below, this bill would result in
revenue | osses on the order of $25 million annually.

Esti mat ed Revenue | npact of AB 2200
As Amended 4/13/00
[$ In MIlions]

2000/ 2001 2001/ 2002 2002/ 2003 2003/ 2004
m nor | oss -$30 -$25 -$25

Thi s anal ysis does not consider the possible changes in enploynment, persona
i ncome, or gross state product that could result fromthis bill

Tax Revenue Di scussi on

Deducti bl e nedi cal expenses in excess of the proposed $1,000 threshold and
marginal tax rates of qualified taxpayers would drive the revenue inpact of
this bill. The revenue loss inpact is primarily due to the relative

di fferential between deduction thresholds —the proposed $1,000 relative to
the present law 7.5% of AG. To a |lesser degree, the revenue | oss al so
results fromthe additional taxpayers, not currently item zing nmedica
expenses, who could take this deduction.

For qualified taxpayers reporting nedi cal expenses on Form 540, Schedul e A,
the proposed deduction for AG was simulated in place of any present |aw
deduction. |In addition, health care spending values were inputed to
qgualified taxpayers who did not report any nedical expenses on their tax
returns because of the current 7.5%threshold. Estimates above assune that
AG is calculated first without the proposed deduction for purposes of the
AGd limtation of $50,000 for an individual and $100,000 for nmarri ed persons
filing joint returns. For purposes of phasing-out the proposed deducti on,
it is assuned that the otherw se all owabl e expense is reduced a dollar for
each dollar in excess of the AG limt.

Based on national househol d spending data for 1997, average annual out-of-
pocket expenditures for health care expenses by seniors were projected at
$3,805 in 2001. Total health care spending of $4,900 million was cal cul ated
by nultiplying the nunber of senior taxpayers by the projected average out-
of - pocket expenditure. (Taxpayer here means the total nunber of senior

i ndi vidual s represented by a tax return. That is, in the case of a joint
return in which both individuals are age 65 or ol der, two senior taxpayers
woul d be counted.) Health care expenses reported on Schedule A by senior

t axpayers were deducted fromthe total [$4,900 million - $3,500 mllion =
$1, 400] .
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Fromthe esti mted bal ance of $1,400 mllion of health care expenditures, an
aver age expenditure of $950 was derived for senior taxpayers who did not
report health care expenses on their tax return. It was assuned that half

of the senior taxpayers not reporting health care expenses on Schedule A
woul d have health care expenditures equal to 50% of the average, while the
ot her half would have healthcare expenditures equal to 150% of the average.
These i nputed expenses were then used to cal cul ate the proposed deduction
(to the extent total health care expenses exceeded $1,000) relative to each

tax return.
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